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are not the covered swap entity or 
counterparty and not affiliates of the 
covered swap entity or the 
counterparty. 

(c) For purposes of paragraphs (a) and 
(b) of this section, the custodian must 
act pursuant to a custody agreement 
that: 

(1) Prohibits the custodian from re-
hypothecating, repledging, reusing, or 
otherwise transferring (through securi-
ties lending, securities borrowing, re-
purchase agreement, reverse repur-
chase agreement or other means) the 
collateral held by the custodian, except 
that cash collateral may be held in a 
general deposit account with the custo-
dian if the funds in the account are 
used to purchase an asset described in 
§ 45.6(a)(2) or (b), such asset is held in 
compliance with this § 45.7, and such 
purchase takes place within a time pe-
riod reasonably necessary to consum-
mate such purchase after the cash col-
lateral is posted as initial margin; and 

(2) Is a legal, valid, binding, and en-
forceable agreement under the laws of 
all relevant jurisdictions, including in 
the event of bankruptcy, insolvency, or 
a similar proceeding. 

(d) Notwithstanding paragraph (c)(1) 
of this section, a custody agreement 
may permit the posting party to sub-
stitute or direct any reinvestment of 
posted collateral held by the custodian, 
provided that, with respect to collat-
eral collected by a covered swap entity 
pursuant to § 45.3(a) or posted by a cov-
ered swap entity pursuant to § 45.3(b), 
the agreement requires the posting 
party to: 

(1) Substitute only funds or other 
property that would qualify as eligible 
collateral under § 45.6, and for which 
the amount net of applicable discounts 
described in appendix B of this part 
would be sufficient to meet the re-
quirements of § 45.3; and 

(2) Direct reinvestment of funds only 
in assets that would qualify as eligible 
collateral under § 45.6, and for which 
the amount net of applicable discounts 
described in appendix B of this part 
would be sufficient to meet the re-
quirements of § 45.3. 

§ 45.8 Initial margin models and stand-
ardized amounts. 

(a) Standardized amounts. Unless a 
covered swap entity’s initial margin 
model conforms to the requirements of 
this section, the covered swap entity 
shall calculate the amount of initial 
margin required to be collected or 
posted for one or more non-cleared 
swaps or non-cleared security-based 
swaps with a given counterparty pursu-
ant to § 45.3 on a daily basis pursuant 
to appendix A of this part. 

(b) Use of initial margin models. A cov-
ered swap entity may calculate the 
amount of initial margin required to be 
collected or posted for one or more 
non-cleared swaps or non-cleared secu-
rity-based swaps with a given 
counterparty pursuant to § 45.3 on a 
daily basis using an initial margin 
model only if the initial margin model 
meets the requirements of this section. 

(c) Requirements for initial margin 
model. (1) A covered swap entity must 
obtain the prior written approval of 
the OCC before using any initial mar-
gin model to calculate the initial mar-
gin required in this part. 

(2) A covered swap entity must dem-
onstrate that the initial margin model 
satisfies all of the requirements of this 
section on an ongoing basis. 

(3) A covered swap entity must notify 
the OCC in writing 60 days prior to: 

(i) Extending the use of an initial 
margin model that the OCC has ap-
proved under this section to an addi-
tional product type; 

(ii) Making any change to any initial 
margin model approved by the OCC 
under this section that would result in 
a material change in the covered swap 
entity’s assessment of initial margin 
requirements; or 

(iii) Making any material change to 
modeling assumptions used by the ini-
tial margin model. 

(4) The OCC may rescind its approval 
of the use of any initial margin model, 
in whole or in part, or may impose ad-
ditional conditions or requirements if 
the OCC determines, in its sole discre-
tion, that the initial margin model no 
longer complies with this section. 

(d) Quantitative requirements. (1) The 
covered swap entity’s initial margin 
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model must calculate an amount of ini-
tial margin that is equal to the poten-
tial future exposure of the non-cleared 
swap, non-cleared security-based swap 
or netting portfolio of non-cleared 
swaps or non-cleared security-based 
swaps covered by an eligible master 
netting agreement. Potential future 
exposure is an estimate of the one- 
tailed 99 percent confidence interval 
for an increase in the value of the non- 
cleared swap, non-cleared security- 
based swap or netting portfolio of non- 
cleared swaps or non-cleared security- 
based swaps due to an instantaneous 
price shock that is equivalent to a 
movement in all material underlying 
risk factors, including prices, rates, 
and spreads, over a holding period 
equal to the shorter of ten business 
days or the maturity of the non-cleared 
swap, non-cleared security-based swap 
or netting portfolio. 

(2) All data used to calibrate the ini-
tial margin model must be based on an 
equally weighted historical observa-
tion period of at least one year and not 
more than five years and must incor-
porate a period of significant financial 
stress for each broad asset class that is 
appropriate to the non-cleared swaps 
and non-cleared security-based swaps 
to which the initial margin model is 
applied. 

(3) The covered swap entity’s initial 
margin model must use risk factors 
sufficient to measure all material price 
risks inherent in the transactions for 
which initial margin is being cal-
culated. The risk categories must in-
clude, but should not be limited to, for-
eign exchange or interest rate risk, 
credit risk, equity risk, and commodity 
risk, as appropriate. For material expo-
sures in significant currencies and 
markets, modeling techniques must 
capture spread and basis risk and must 
incorporate a sufficient number of seg-
ments of the yield curve to capture dif-
ferences in volatility and imperfect 
correlation of rates along the yield 
curve. 

(4) In the case of a non-cleared cross- 
currency swap, the covered swap enti-
ty’s initial margin model need not rec-
ognize any risks or risk factors associ-
ated with the fixed, physically-settled 
foreign exchange transaction associ-
ated with the exchange of principal 

embedded in the non-cleared cross-cur-
rency swap. The initial margin model 
must recognize all material risks and 
risk factors associated with all other 
payments and cash flows that occur 
during the life of the non-cleared cross- 
currency swap. 

(5) The initial margin model may cal-
culate initial margin for a non-cleared 
swap or non-cleared security-based 
swap or a netting portfolio of non- 
cleared swaps or non-cleared security- 
based swaps covered by an eligible 
master netting agreement. It may re-
flect offsetting exposures, diversifica-
tion, and other hedging benefits for 
non-cleared swaps and non-cleared se-
curity-based swaps that are governed 
by the same eligible master netting 
agreement by incorporating empirical 
correlations within the following broad 
risk categories, provided the covered 
swap entity validates and dem-
onstrates the reasonableness of its 
process for modeling and measuring 
hedging benefits: Commodity, credit, 
equity, and foreign exchange or inter-
est rate. Empirical correlations under 
an eligible master netting agreement 
may be recognized by the initial mar-
gin model within each broad risk cat-
egory, but not across broad risk cat-
egories. 

(6) If the initial margin model does 
not explicitly reflect offsetting expo-
sures, diversification, and hedging ben-
efits between subsets of non-cleared 
swaps or non-cleared security-based 
swaps within a broad risk category, the 
covered swap entity must calculate an 
amount of initial margin separately for 
each subset within which such rela-
tionships are explicitly recognized by 
the initial margin model. The sum of 
the initial margin amounts calculated 
for each subset of non-cleared swaps 
and non-cleared security-based swaps 
within a broad risk category will be 
used to determine the aggregate initial 
margin due from the counterparty for 
the portfolio of non-cleared swaps and 
non-cleared security-based swaps with-
in the broad risk category. 

(7) The sum of the initial margin 
amounts calculated for each broad risk 
category will be used to determine the 
aggregate initial margin due from the 
counterparty. 
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(8) The initial margin model may not 
permit the calculation of any initial 
margin collection amount to be offset 
by, or otherwise take into account, any 
initial margin that may be owed or 
otherwise payable by the covered swap 
entity to the counterparty. 

(9) The initial margin model must in-
clude all material risks arising from 
the nonlinear price characteristics of 
option positions or positions with em-
bedded optionality and the sensitivity 
of the market value of the positions to 
changes in the volatility of the under-
lying rates, prices, or other material 
risk factors. 

(10) The covered swap entity may not 
omit any risk factor from the calcula-
tion of its initial margin that the cov-
ered swap entity uses in its initial mar-
gin model unless it has first dem-
onstrated to the satisfaction of the 
OCC that such omission is appropriate. 

(11) The covered swap entity may not 
incorporate any proxy or approxima-
tion used to capture the risks of the 
covered swap entity’s non-cleared 
swaps or non-cleared security-based 
swaps unless it has first demonstrated 
to the satisfaction of the OCC that 
such proxy or approximation is appro-
priate. 

(12) The covered swap entity must 
have a rigorous and well-defined proc-
ess for re-estimating, re-evaluating, 
and updating its internal margin model 
to ensure continued applicability and 
relevance. 

(13) The covered swap entity must re-
view and, as necessary, revise the data 
used to calibrate the initial margin 
model at least annually, and more fre-
quently as market conditions warrant, 
to ensure that the data incorporate a 
period of significant financial stress 
appropriate to the non-cleared swaps 
and non-cleared security-based swaps 
to which the initial margin model is 
applied. 

(14) The level of sophistication of the 
initial margin model must be commen-
surate with the complexity of the non- 
cleared swaps and non-cleared secu-
rity-based swaps to which it is applied. 
In calculating an initial margin collec-
tion amount, the initial margin model 
may make use of any of the generally 
accepted approaches for modeling the 

risk of a single instrument or portfolio 
of instruments. 

(15) The OCC may in its sole discre-
tion require a covered swap entity 
using an initial margin model to col-
lect a greater amount of initial margin 
than that determined by the covered 
swap entity’s initial margin model if 
the OCC determines that the additional 
collateral is appropriate due to the na-
ture, structure, or characteristics of 
the covered swap entity’s trans-
action(s), or is commensurate with the 
risks associated with the trans-
action(s). 

(e) Periodic review. A covered swap en-
tity must periodically, but no less fre-
quently than annually, review its ini-
tial margin model in light of develop-
ments in financial markets and mod-
eling technologies, and enhance the 
initial margin model as appropriate to 
ensure that the initial margin model 
continues to meet the requirements for 
approval in this section. 

(f) Control, oversight, and validation 
mechanisms. (1) The covered swap enti-
ty must maintain a risk control unit 
that reports directly to senior manage-
ment and is independent from the busi-
ness trading units. 

(2) The covered swap entity’s risk 
control unit must validate its initial 
margin model prior to implementation 
and on an ongoing basis. The covered 
swap entity’s validation process must 
be independent of the development, im-
plementation, and operation of the ini-
tial margin model, or the validation 
process must be subject to an inde-
pendent review of its adequacy and ef-
fectiveness. The validation process 
must include: 

(i) An evaluation of the conceptual 
soundness of (including developmental 
evidence supporting) the initial margin 
model; 

(ii) An ongoing monitoring process 
that includes verification of processes 
and benchmarking by comparing the 
covered swap entity’s initial margin 
model outputs (estimation of initial 
margin) with relevant alternative in-
ternal and external data sources or es-
timation techniques. The benchmark(s) 
must address the chosen model’s limi-
tations. When applicable, the covered 
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swap entity should consider bench-
marks that allow for non-normal dis-
tributions such as historical and Monte 
Carlo simulations. When applicable, 
validation shall include benchmarking 
against observable margin standards to 
ensure that the initial margin required 
is not less than what a derivatives 
clearing organization or a clearing 
agency would require for similar 
cleared transactions; and 

(iii) An outcomes analysis process 
that includes backtesting the initial 
margin model. This analysis must rec-
ognize and compensate for the chal-
lenges inherent in back-testing over 
periods that do not contain significant 
financial stress. 

(3) If the validation process reveals 
any material problems with the initial 
margin model, the covered swap entity 
must promptly notify the OCC of the 
problems, describe to the OCC any re-
medial actions being taken, and adjust 
the initial margin model to ensure an 
appropriately conservative amount of 
required initial margin is being cal-
culated. 

(4) The covered swap entity must 
have an internal audit function inde-
pendent of business-line management 
and the risk control unit that at least 
annually assesses the effectiveness of 
the controls supporting the covered 
swap entity’s initial margin model 
measurement systems, including the 
activities of the business trading units 
and risk control unit, compliance with 
policies and procedures, and calcula-
tion of the covered swap entity’s initial 
margin requirements under this part. 
At least annually, the internal audit 
function must report its findings to the 
covered swap entity’s board of direc-
tors or a committee thereof. 

(g) Documentation. The covered swap 
entity must adequately document all 
material aspects of its initial margin 
model, including the management and 
valuation of the non-cleared swaps and 
non-cleared security-based swaps to 
which it applies, the control, oversight, 
and validation of the initial margin 
model, any review processes and the re-
sults of such processes. 

(h) Escalation procedures. The covered 
swap entity must adequately document 
internal authorization procedures, in-
cluding escalation procedures, that re-

quire review and approval of any 
change to the initial margin calcula-
tion under the initial margin model, 
demonstrable analysis that any basis 
for any such change is consistent with 
the requirements of this section, and 
independent review of such demon-
strable analysis and approval. 

§ 45.9 Cross-border application of mar-
gin requirements. 

(a) Transactions to which this rule does 
not apply. The requirements of §§ 45.3 
through 45.8 and §§ 45.10 through 45.12 
shall not apply to any foreign non- 
cleared swap or foreign non-cleared se-
curity-based swap of a foreign covered 
swap entity. 

(b) For purposes of this section, a for-
eign non-cleared swap or foreign non- 
cleared security-based swap is any non- 
cleared swap or non-cleared security- 
based swap with respect to which nei-
ther the counterparty to the foreign 
covered swap entity nor any party that 
provides a guarantee of either party’s 
obligations under the non-cleared swap 
or non-cleared security-based swap is: 

(1) An entity organized under the 
laws of the United States or any State 
(including a U.S. branch, agency, or 
subsidiary of a foreign bank) or a nat-
ural person who is a resident of the 
United States; 

(2) A branch or office of an entity or-
ganized under the laws of the United 
States or any State; or 

(3) A swap entity that is a subsidiary 
of an entity that is organized under the 
laws of the United States or any State. 

(c) For purposes of this section, a for-
eign covered swap entity is any covered 
swap entity that is not: 

(1) An entity organized under the 
laws of the United States or any State, 
including a U.S. branch, agency, or 
subsidiary of a foreign bank; 

(2) A branch or office of an entity or-
ganized under the laws of the United 
States or any State; or 

(3) An entity that is a subsidiary of 
an entity that is organized under the 
laws of the United States or any State. 

(d) Transactions for which substituted 
compliance determination may apply—(1) 
Determinations and reliance. For non- 
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